Stumbling blocks to entrepreneurship in low-and moderate income communities (commentary) by Richard M. Todd
The paper by Zeidman, Barth, and Yago is useful. It provides a broad
perspective on the existing literature, and it attempts additional analysis of
how some new and old indicator variables for low/moderate-income (LMI)
lending disparities vary across U.S. metropolitan statistical areas (MSAs).
However, I think the usefulness of its empirical work mainly is to demon-
strate that this kind of analysis—analyzing aggregate data with indicator
variables that may have some intuitive appeal but lack theoretical underpin-
ning—has reached a dead end. That is, I see the paper’s empirical work as
a failed attempt, but this failure serves, usefully, to underscore the need to
seek further progress by means of strong microeconomic foundations and
attention to more micro-level data, similar to the work of Robert Fairlie and
Alicia Robb and others.
The authors state in their introduction that their purpose is “to understand
better what works best at promoting entrepreneurship throughout the United
States, especially in the low- and moderate-income communities.” This
purpose aligns with the theme of the conference. The remaining sections of
the paper:
• review the importance of entrepreneurship,
• introduce and compute a new ratio intended to highlight relative
rates of lending in LMI areas in MSAs,
• apply the measure as an indicator of “loan bias,”
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157• review the literature on entrepreneurship,
• review studies of regulatory barriers to entrepreneurship,
• regress the share of firms by size categories across MSAs on state and
MSA characteristics, and
• make policy recommendations.
The paper’s strongest points are its detailed categorization of existing
research and data and its discussion of regulatory barriers. Tables 4 through
6 provide a very compact and helpful guide to much of the recent literature
on entrepreneurship and the barriers it faces in LMI communities. They are
not easy to read, but they are worth the effort. They indicate a broad agree-
ment that education, ability, and experience affect entrepreneurial success,
and that attitudes such as optimism and low risk aversion also may be
important. There appears to be considerable agreement that ethnic/racial
agglomeration correlates with greater within-group entrepreneurship,
although we have a lot more to learn about why that might be so. Many
studies associate limited access to capital with reduced entrepreneurship,
but we still lack agreement on the proper characterization of the correlation,
and the authors note that financing problems are not high on the list of
concerns in at least one small business problems survey. 
The tables also show that discrimination has not been eliminated as a
possible source of lending disparities, especially in the African-American
community. As someone who works for a federal financial regulatory organ-
ization, I think this is an issue we must continue to pursue until we
understand it thoroughly and are confident that all necessary regulatory
steps to address discrimination have been completed. 
Finally, I found the discussion of regulatory barriers useful and enlighten-
ing. My institution is involved in efforts to promote minority and low-income
(LI) participation in real estate and mortgage professions, and we have begun
to consider whether state licensing requirements contribute to ethnic/racial
differences in participation in these professions.
As indicated above, I also have some strong concerns about the paper. My
chief concerns are that the new loan ratio variable is not well-motivated;
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 that justification for using it as an indicator of “loan bias” is lacking; that
the paper’s regressions for share of firms by size are not well-motivated and
are hard to interpret; and that the paper’s policy recommendations are not
well-connected to the body of the paper or other supporting rationale.
The paper calculates four versions of a lending ratio. In one version, the
numerator is the percentage of loans in an MSA, as reported under the
Community Reinvestment Act (CRA), that are located in LI tracts—defined
as tracts where the median family income is less than 50 percent of the
MSA’s median family income. The denominator in that version is the
percentage of LI individuals in the MSA’s total population. The ratio is,
thus, a ratio of percentages—the percentage of the MSA’s CRA loans that
are made in LI tracts divided by the percentage of LI people in the MSA’s
population. One alternative version of the ratio substitutes LMI for LI,
where LMI tracts are those in which the median family income ranges up to
80 percent of the MSA’s median family income. The other versions change
the denominator to one based on the LI income (or LMI income) as a
percentage of the MSA’s total income (rather than population share).
The paper would be improved if it adopted a clearer position on whether
it is debunking or promoting the use of these ratios. The paper introduces
the ratios with no formal derivation from microeconomic first principles.
No link to fundamental welfare concepts, such as consumers’ utility or
consumption or income, is offered. The authors don’t provide an economic
argument for how these ratios can shed light on any interesting economic
questions, and I suspect that no such rationale exists. The authors them-
selves seem unsure of why they are examining these ratios. On the one
hand, they say that they analyze these ratios to critique the “naïve view” that
the ratios should be one. They provide only one not-truly relevant quote as
evidence that this naïve view exists. On the other hand, they call these ratios
“newly constructed,” as though introducing them to the world is part of
their “attempt to contribute to the research,” and act as if they mean it
when they claim that these ratios “may be useful as a sort of benchmark by
which to try to understand the reasons for the substantial variation in the
distribution of LMI loans and LMI populations across MSAs.” 
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 Some of the actions that suggest the authors view these ratios as useful
include giving them a name with highly charged socioeconomic content (as
measures of loan bias); using normative language to describe deviations of
the ratios from one; suggesting that further analysis of variations across
cities in the income-based ratio “may be a fruitful subject for future work”;
taking the ratios seriously as explanatory variables in regressions analyzing
the distribution of firms by size across cities; tying a policy recommendation
to the divergence of their ratios from one; and attaching a multipage appen-
dix detailing the values of the population-based ratios for hundreds of U.S.
metropolitan areas. I think the paper would be stronger if the authors had
adopted a less ambiguous and more-clearly negative stance toward the use
of these rations. An unambiguous effort to debunk the ratios also would
allow the paper to be significantly shortened, by providing a focus to its
empirical work.
In their analysis of the ratios, the authors state that “we assume that LMI
individuals live mainly in LMI census tracts, rather than being located
randomly throughout the census tracts in MSAs.” The authors justify this
assumption by noting that the Census Bureau states that tracts are “designed
to be relatively homogeneous.” But it would be better, and not particularly
hard, to directly check this assumption, using Census data (the public use
micro sample, if necessary). My experience working with the related concept
of poverty concentration (Todd, 2003, at http://www.minneapolisfed.org/
pubs/cd/03-2/neighborhood.cfm) suggests that the authors would find that
their assumption is violated substantially. For example, in the Minneapolis-
St. Paul MSA, only about 10 percent of individuals with income below the
poverty line live in high-poverty tracts (defined as tracts where 40 percent or
more of the households have incomes below the poverty threshold), and over
60 percent of poor individuals live in low-poverty tracts (where fewer than
20 percent of households have incomes below the poverty level).
If LMI individuals are less than extremely concentrated in LMI tracts,
then I think it is easy to construct hypothetical MSAs in which a value of
1.0 for the authors’ ratio has little meaning. Consider an MSA with 1,000
residents distributed across nine census tracts. Let one tract, call it “central,”
contain 102 moderate-income people and 98 people with higher incomes.
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 Let each of the eight “peripheral” tracts contain 40 people with moderate
income and 60 people with higher income. Then, LMI individuals make up
42 percent of the population. For the authors’ ratio to attain its “ideal”
value of 1.0, then 42 percent of all business loans should be made in the
central tract, even though this tract contains only 20 percent of the total
population and only 24 percent of the LMI population in the MSA. By
contrast, each peripheral tract “ideally” gets 5.3 percent of total loans, even
though each contains 11 percent of the total population and 9.5 percent of
the LMI population. 
To me, at least, it is not intuitively clear what the ideal value of the ratio
should be in this case, or even if any ideal value exists. I would like the
authors to either take a clear stand debunking their ratio or provide a more
rigorous justification, based on microeconomic theory and demographic
facts, for why their ratio has any reliable relationship to loan bias.
In my view, any measure put forward as an indicator of unethical and
possibly illegal behavior should be grounded thoroughly in a sound theory
and backed by very careful empirical calibration. Until the authors have
done that, I recommend they relabel their measure, perhaps as one of “CRA
lending disproportionality” or “CRA loan concentration.”
The authors devote much of the paper to describing the coefficients of
their regressions relating the size distribution of firms in MSAs to character-
istics of the MSA and its state. I did not find this section of the paper helpful.
Again, the authors provided, at best, a loose explanation of why this measure
is meaningful and how it should be interpreted. The regression results are
voluminous and full of detail, but, in my opinion, reveal few clear patterns
of interest. Even if some patterns could be identified, it would be very diffi-
cult to identify the direction of causality. Finally, one of the explanatory
variables is the authors’ loan bias measure, which I don’t find meaningful.
The paper concludes with several policy recommendations. A general
comment is that many of the recommendations come out of nowhere, in
the sense that there is little in the paper to motivate or justify them. Also,
several seem to be based on very partial equilibrium thinking, and a more
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 general equilibrium framework might well show them to be counterproduc-
tive. In general, I think the authors should provide a clearer and more
rigorous basis for their recommendations.
The first recommendation seems bland enough: better data through
consortia. Who could object? However, remember that data are also a scarce
good, and we live in a time when Congress may be cutting core elements of
federal statistical operations. In that light, is it clear that more data on entre-
preneurship are more important than other data, given limited budgets?
The authors recommend that credit enhancements may be appropriate to
offset the loan bias they calculate. Even if we ignore problems in their loan
bias indicator, are we sure that credit enhancements are cost-effective? We
need better microeconomic models and studies to evaluate this recommenda-
tion, I think. The same is true for their recommendation of capital and other
support for firms owned by African-Americans. For that recommendation,
they point to the fact that in MSAs where large firms have an above-average
share of employment, there is also an above-average percentage of African-
Americans in the MSA’s population. This is an example of possible reverse
causation in their regressions, in that it seems at least as possible that African-
Americans historically were attracted to major manufacturing centers like
Detroit as that some barrier to entrepreneurship in the African-American
community caused Detroit to be dominated by large firms.
The authors promote more securitization of small business loans. Little in
their paper lays any ground for this recommendation, but I also very much
welcome attention to this topic from staff at the Milken Institute. I would
like them to dig deeper. What obstacles prevent it now? Is it cost-effective
to try to overcome them?
This recommendation also raises an important point neglected in this
paper and most of the others at the conference: the growing importance
of automated underwriting of small business loans based on factors such
as the owner’s personal credit score. The volume of this lending has grown
rapidly over the last decade and arguably already dominates business
lending under $250,000 by medium and large banks. How does scoring
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 affect the availability of credit to LMI entrepreneurs? What do we make
of “lending bias” if it results from individuals accessing an algorithm? I
would welcome the authors’ views on these points.
I have noted that the paper’s discussion of regulatory barriers was a strong
point, and it provides a basis for their recommendation that society carefully
scrutinize institutions, such as professional licensing, for any tendencies to
needlessly exclude or inhibit LMI entrepreneurs. 
The paper also recommends more training for potential entrepreneurs.
This seems to have potential, although we need more evidence on what
forms of training, if any, are cost-effective. The literature on entrepreneur-
ship stresses family influences and previous business experiences, where
intervention may not be simple.
Reflecting on the paper leads me to the following reactions, with
which I conclude:
• Explaining the discrepancies in lending to minority and LMI busi-
nesses remains a high priority, and staff at the regulatory agencies
have a responsibility to advance work on this issue;
• We need more microeconomic models and micro data (preferably
panel data) to understand entrepreneurship better; work that moves
beyond cross-sectional aggregates to look at individual entry and exit
decisions from a microeconomic perspective would be helpful (see
papers, cited in this volume, by Fairlie, Robb, Jovanovich, Schmitz
and Holmes, and others);
• We also need studies that include post-1995 experience under auto-
mated business loan scoring and other technical and institutional
changes in business lending, although this need partly conflicts with
the previous bullet’s request for long panel datasets;
• We should look at regulatory and tax issues affecting small businesses, includ-
ing issues of how to lend on Indian reservations with sovereignty from state
commercial codes (see Woodrow, 2004, at http://www.minneapolisfed.org/
community/pubs/secured_transactions.pdf ) and how to best accommodate
immigrant cultures, such as Islamic businesses seeking financing that avoids
payment or receipt of interest;
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 • Many of the issues facing small business owners seem to parallel issues
studied in the context of LMI homeownership, and more attention to
the connections between homeownership, personal finance and credit
situations, and LMI entrepreneurship seems warranted;
• Mentorship programs for potential LMI entrepreneurs might deserve
further evaluation, based on microeconomic studies stressing the impor-
tance of previous business experience and acquaintance with family-owned
businesses; and
• Education and skills are very important to entrepreneurship, as they
are to most forms of advancement, and what I know about education
says that the earlier you start, the better the outcome. 
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